
 

 

 The five-year inflation breakeven rate 

hit the highest since 2013 as investors 

weigh the prospects of more stimulus.  

 The measure is closely watched by 

the Federal Reserve and the last time it 

was this high the Fed signalled at 

tapering its quantitative easing.   

 This time, however, the Fed is likely 

to wait for actual inflation to stay above 

2% for a while before moving. 

While forward breakeven inflation 

rates have been above the Fed’s 2% 

target several times in the past decade, 

actual inflation has lagged. 

 The FAB AAC is overweight in 

equities, IG and EM bonds, and gold, 

and is underweight alternatives. 

 

Inflation is rearing its ugly head again. Or, 

at least, this is what bond investors seem 

to see in the future. Breakeven inflation 

rates traded at the highest in several years 

today, with five-year rate hitting 2.34%, a 

level last seen in March, 2013.  

Breakeven rates are calculated by 

comparing the yield on conventional 

Treasury bonds and those that pay the 

inflation rate plus a premium. Historically, 

whenever the five-year breakeven rate 

held above 2%, the Federal Reserve 

signaled with monetary tightening ahead, 

sometimes causing risk assets to retreat. 

However, Fed officials learned a painful 

lesson in 2013. Then, they signaled at 

monetary tightening after the breakeven 

rose above 2% for six months. The 

indication triggered the so-called ‘taper 

tantrum’ and slowed the economy. 

The market reaction and its impact on the 

US economy have left Fed officials much 

more cautious about acting swiftly when 

breakeven rates start to indicate inflation 

may spike in a few years.  

Fed officials have also learned that the 

breakeven rate is a blunt tool to predict the 

direction of inflation. In the past decade, 

the five-year breakeven rate has spent 30  

months trading above the Fed’s target of 

2%. Meanwhile, the monthly core PCE 

inflation which the Fed targets, only went 

above 2% (and not by much) 11 times.  

And even when inflation breached 2%, it 

was for brief periods. Plus, it happened 

shortly after the breakeven was above 2%, 

and not five years in the future. This may 

be because bond funds use inflation 

protected Treasuries to hedge current 

inflation, and hence skew the breakeven. 

The Fed also changed its framework last 

year, so it can allow inflation to run above 

2% for a while before it needs to act. 

Nonetheless, higher inflation breakeven 

rates can have knock-on effects that could 

temporarily shake risk assets. Many bond 

and mortgage funds use these rates in 

their models for future interest rates, 

based on the assumption that higher 

inflation will lead to higher interest rates.  

Some funds might reduce the overall 

duration of their bond portfolio, or short 

long duration bonds to hedge against the 

risk of higher rates. Mortgage investors 

may also short long-dated Treasuries, as 

they expect fewer people to refinance their 

loans in the future. These moves may 

explain why 10- and 30-year US Treasury 

yields hit their highest in a year this week. 

With US unemployment this high, 

however, inflation seems a long way away. 

Bond investors see inflation ahead, but they could be wrong 
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The five-year breakeven 

inflation rate has risen to 

2.34%, its highest since 2013 
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Disclaimer: This report has been prepared and issued by Products & Services - Elite & Private Banking (“P&S-EPB”) of First Abu Dhabi Bank PJSC 
(“FAB”) outlining particular services provided by P&S-EPB. This report is for general informational purposes and does not constitute or form part of any offer 
or invitation to sell, or any solicitation of any offer to purchase or subscribe for, any shares in FAB or otherwise or a recommendation for a particular person 
to enter into any transaction or to adopt any strategy nor shall it or any part of it form the basis of or be relied on in connection with any contract therefore. 
Anyone proposing to rely on or use the information contained in this publication should independently verify and check the accuracy, completeness, reliabil-
ity and suitability of the information and should obtain independent and specific advice from appropriate professionals or experts.  
This report is provided on a confidential basis for informational purposes only and is proprietary to P&S-EPB. This report may not be disclosed to any third 
party or used for any other purpose without the prior written consent of P&S-EPB. The manner of circulation and distribution may be restricted by law or 
regulation in certain countries, hence any unathorised use or disclosure of this document is prohibited.  
The information in this report reflects prevailing conditions and our views as of this date, which are accordingly subject to change. In preparing this report, 
we have relied upon and assumed, without independent verification, the accuracy and completeness of all the information available from public sources or 
which was otherwise reviewed by us. FAB PJSC makes no representation or warranty, expressed or implied, as to the accuracy, t imeliness or complete-
ness of the information in this report. FAB PJSC shall have no liability to the Customer or to third parties for the quality, accuracy, timeliness, continued 
availability or completeness of any data or calculations contained and/or referred to in this report nor for any special, direct, indirect, incidental or conse-
quential loss or damage which may be sustained because of the use of the information contained and/or referred to in this report or otherwise arising in 
connection with the information contained and/or referred to in this report, provided that this exclusion of liability shall not exclude or limit any liability under 
any law or regulation applicable to FAB PJSC that may not be excluded or restricted. 
Past performance is not a guarantee of future performance and should not be seen as an indication of future performance due to a variety of economic, 
market or other factors. The information contained in this report does not purport to contain all matters relevant to any particular investment or financial 
instrument and all statements as to future matters are not guaranteed to be accurate. Any projections of potential risk or return are illustrative and should 
not be construed as limitations of the maximum possible loss or gain. Data included in this report may not take into account all potentially significant factors, 
such as market risk, liquidity risk and credit risk. Undue reliance should not be placed on forward looking statements in making an invewstment decision. 
In addition, our analysis are not and do not purport to be appraisals of the assets, stock or business of the recipient and has been prepared without taking 
into account the objectives, financial situation or needs of particular person. Even when this presentation contains a kind of appraisal, it should be consid-
ered preliminary, suitable only for the purpose described herein and not be disclosed or otherwise used without the prior written consent of P&S-EPB. FAB 
clients may already hold positions in the assets subject to this report and may accordingly benefit from the buying or selling of such assets as referred to in 
this report. This document does not purport to set out any advice, recommendation or representation on the suitability of any investment, transaction or 
product (as referred to in this document or otherwise), for potential purchasers. In receiving this report, the client is fully aware that there are risks associat-
ed with investment activities. Potential purchasers should determine for themselves the relevance of the information contained in this document and the 
decision to purchase any investment contained herein should be based on such investigation and analysis as they themselves deem necessary. Before 
entering into any transaction potential purchasers should obtain the investment offering materials, which include a description of the riks, fees and expenses 
and ensure that they fully understand the potential risks and rewards of that transaction (including, without limitation, all financial, legal, regulatory, tax and 
accounting consequences of entering into the transaction and an understanding as to how the transaction will perform under changing conditions) and that 
they independently determine that the transaction is appropriate for them given their objectives, experience, financial and operational resources and other 
relevant circumstances. Potential purchasers should consider consulting with such advisers and experts as they deem necessary to assist them in making 
these determinations.  
FAB is acting solely in the capacity of a potential arm’s-length contractual counterparty and not as a financial adviser or fiduciary in any transaction unless 
we have otherwise expressly agreed so to act in writing. FAB does not provide any accounting, tax, regulatory or legal advice. FAB is licensed by the Cen-
tral Bank of the UAE.  
London: FAB London Branch is Authorized by the Prudential Regulation Authority. Subject to regulation by the Financial Conduct Author ity and 
limited regulation by the Prudential Regulation Authority. Details about the extent of our regulation by the Prudential Regulation Authority are available from 
FAB London branch on request. Registered in England & Wales: Company No: FC009142: VAT No: GB245 3301 91.  
Paris: FAB Paris Branch is licensed by the French Prudential Control Authority as a credit institution. FAB Paris is registered in F rance under 
the company number: RCS Paris B 314 939 547.  
Switzerland: This publication is for informational purposes only and is not intended as an offer, or a solicitation of an offer, to buy or  sell any 
investment or other specific product. Certain services and products are subject to legal restrictions and cannot be offered worldwide on an unrestricted ba-
sis and/or may not be eligible for sale to all investors. This report is for distribution only under such circumstances as may be permitted by applicable law. 
All information and opinions expressed in this document were obtained from sources believed to be reliable and in good faith, but no representation or war-
ranty, express or implied, is made as to its accuracy or completeness. All information and opinions as well as any prices indicated are currently as of the 
date of this report, and are subject to change without notice. The analysis contained herein is based on numerous assumptions. Different assumptions 
could result in materially different results. At any time the First Abu Dhabi Bank PJSC and/or FAB Private Bank (Suisse) SA may have a long or short posi-
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fying the risk to which you are exposed may be difficult to quantify. Futures and options trading is considered risky. Past performance of an investment is no 
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back less than you invested or may be required to pay more. Changes in foreign exchange rates may have an adverse effect on the price, value or income 
of an investment. First Abu Dhabi Bank PJSC and/or FAB Private Bank (Suisse) SA expressly prohibit the distribution and transfer of this document to third 
parties for any reason. First Abu Dhabi Bank PJSC and/or FAB Private Bank (Suisse) SA will not be liable for any claims or lawsuits from any third parties 
arising from the use or distribution of this document.  
Singapore: First Abu Dhabi Bank P.J.S.C., Singapore Branch is regulated by the Monetary Authority of Singapore and holds a Wholesale Ban k 
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